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Authority, Purpose, and Scope

This performance review was conducted under the authority of Section 2-3-103, C.R.S. Thereport
discusses our review of defaulted student loans and the Colorado Student Loan Program's controls
and activitiesrelated to the collection of thoseloans. The review was conducted in accordance with
generally accepted government auditing standards. Wegatheredinformationthroughinterviews, data
analysis, and document reviews. Audit work was performed between January and March 1999.

Overview

The Colorado Student L oan Program (CSLP) was created as adivision of the Department of Higher
Education (DOHE) by an act of the Colorado General Assembly inJune of 1979. The CSLP director
is appointed by the executive director of the Colorado Commission on Higher Education. As of
Fisca Year-End 1998, CSLP had 235 FTE, including 39 nonclassified positions. The program is
funded by federal funds and other revenues (e.g., guarantee fees, loan servicing fees, account
collections, and interest on investments).

CSLP assists students with expenses incurred for higher education. The program’'s mission is to
"provide students access to postsecondary education by ensuring the availability, effective delivery
and responsi ble management of educational financing; and to provide quality serviceto all program
participants." CSLP represents a partnership between lenders, schools, and the U.S. Department of
Education. The program administers the Federal Family Education Loan Program and guarantees
the loans made to students and parents in accordance with federal regulations established in the
Higher Education Act of 1965. When a student loan is made, CSLP insures the lender against the
financia loss from default, disability, death, or bankruptcy. Defaulted loans are those loans that a
private lender tried to collect on for aperiod of either six months or one year (depending ontheterms
of the loan) where the borrower failed to make payments. If both CSLP and the private lender are
unsuccessful in getting the borrower to begin making payments on theloan, CSL P must then pay the
insurance claim (default claim) to the private lender. Inthe past severa years, thefederal government
has become increasingly punitive in its trestment of defaulted borrowers.

For further information on this report, contact the Office of the State Auditor at 303-866-2051.

-1-
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Defaulted Student Loans

Federal regulations are specific with regard to how guaranty agencies, including CSLP, collect on
defaulted student loans. Under revised regulations effective in January 1998, defaulted borrowers
face significantly higher penaltiesfor default, including the assessment of collection charges of up to
25 percent of the outstanding balance of principa and interest on each borrower payment. Thereis
currently no limit on the amount of collection charges that can accrue. Each payment made isfirst
applied to collection charges, then to interest, and finally, if any amount remains, to principal. For
many defaulted borrowers, application of payment in this manner increases the length of time and
total dollarstaken to pay off the outstanding debt. Although CSLPis collecting loansin accordance
with federal regulations, we found severa areas in which some of the program's practices could be
improved.

CSLP Needsto Havea More Integrated | nformation System for Tracking
L oans

About 3,000 of CSLP's defaulted loans are tracked in a database separate from the rest of the
program’s 75,000 defaulted loans. The 3,000 loans are consolidation loans, deemed at one timeto
require separate treatment. The consolidation loans database was overlooked in 1998, when an
important notification regarding collection charges was mailed to borrowers. The lack of an
integrated database also caused a problem in the application of collection charges. We reviewed a
sampleof 21 consolidation database filesthat did not have collection charges applied. Wefound that
17 of the 21 files should have had collection charges applied. 1n February 1999 CSLP retroactively
reapplied borrowers' payments, resulting in account balances increasing by $375 on average. CSLP
did not notify borrowers of the reapplication of their payments and the increases in their balances.
We believe that CSLP should immediately notify all borrowers of the 1998 changes in
collection costs. In addition, CSL P should notify borrower s whose payments wer e reapplied
to collection charges of the period of time for which those payments were reapplied and the
outstanding balance on their loans. Finally, CSLP should continue its efforts to upgrade
database systems.

CSLP Could Be More Aggressivein Trying to Get L oans out of Default

Getting aloan out of defaulted statusisthe only means by which aborrower can avoid being assessed
the 25 percent collection charge. Thereare currently only four methods by which aborrower can get
a loan out of default status: 1) lump sum payment, 2) consolidation, 3) rehabilitation, and 4)
compromise. The revised federal regulations make rehabilitation and consolidation more
advantageous to borrowers by offering borrowers lower collection charges. On rehabilitations and
consolidations, borrowersareassessed only 18.5 percent collection chargesas opposed to 25 percent.
CSLP began sweeping its accounts in 1993 to identify borrowers whose accounts appear to be
eligible for rehabilitation and to notify borrowers of their eligibility. However, during our audit we
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found that, in 4 of the 15 cases we reviewed CSLP did not notify the borrower in atimely manner.
In three of the four cases, borrowers had met the requirements to rehabilitate prior to January 1,
1998. For these three cases, the earliest discussion of rehabilitation was in September 1998 after
these borrowers had made at |east nine payments and CSLP had applied 20 percent of each payment
to collection charges. |If these borrowers had been notified of the benefits of rehabilitation prior to
the effective date of the new regulation, they may have been able to avoid paying collection charges
of 25 percent of the outstanding principal and interest due on aloan. Werecommend that CSLP
bemoreaggressivein itseffortsto notify eligible bor rower s of the benefits of rehabilitation or
consolidation.

All Accounts Should Be Monitored for Eligibility to Rehabilitate

Currently CSLP has approximately $139 million in accounts assigned to outside collection agencies
and $9.9 million in accounts assigned to outside legal groups. CSLP does not bring accounts
assigned to either group back in-housefor collection activitiesor to rehabilitate aloan. For accounts
assigned to outside legal groups, neither CSLP nor the legal groups notify borrowers of the benefits
of rehabilitation. CSLP is currently considering a pilot program to evauate accounts assigned to
outside legal groups and determine whether it is cost-beneficia to establish procedures for getting
these borrowers into voluntary repayment and rehabilitating their loans.

We also found that the current payment structure used to pay outside collection agencies has some
built-in incentives for agencies to keep borrowers in default repayment rather than rehabilitating or
consolidating their loans. Collection agenciesare paid lower commission ratesfor consolidationsand
rehabilitations than for payments received from borrowers. Although we found no evidence that
outside collection agencies are keeping borrowersin default repayment as opposed to rehabilitation
or consolidation, we believe that additional protection is needed to limit the incentives built into the
payment structure and to ensurethat all students are offered the same opportunity to rehabilitatetheir
loans. We recommend that the Student L oan Program implement measures to ensure that
borrowers whose accounts are assigned to outside legal groups and collection agencies are
offered the same opportunities to rehabilitate their loans out of default as borrowers whose
accounts are being serviced by CSLP. We believe these measur es should include: 1) testing
methodsin a pilot study for notifying borrower s who ar e paying through wage gar nishment
of thebenefitsof enteringintovoluntary repayment, and 2) acontractual requirement or other
internal method of requiring collection agenciesto notify borrower swhen they becomeeéligible
to rehabilitate or consolidate their loans.

CSLP Could Offer More Incentivesto Paying Students

Currently al students with defaulted loans guaranteed by CSLP are assessed collection charges of
25 percent on the outstanding balance of principal and interest due. During our audit we found that
some states are all owing borrowerswho enter into repayment agreementswithin 60 days of their [oan
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defaulting to avoid collection charges as long as the borrower does not violate the terms of the
agreement. Inaddition, wefound that although federal regulations allow guaranty agenciesto assess
collection charges using a flat rate, regulations do not require it. Assessing charges at aflat rate,
regardlessof payment history, doesnot offer any incentivefor borrowerswho are paying consistently
to continuerepaying their loans. Further, assessing chargesin thismanner does not takeinto account
the actual collection costs on a particular borrower's account. We believe that CSLP could offer
mor e incentives for getting borrowersto enter repayment, including: 1) waiving collection
char gesfor thoseborrower swhoenter intoarepayment agr eement within 60 daysof their loan
defaulting, and 2) adopting an approach for assessing collection chargesin which borrowers
who pay consistently are charged lower collection feesthan thosewho are not making routine
payments.

CSL P Should Continueto Evaluate its Costs of Collection

Currently CSLP reports that its actual costs of collection are about 29.5 percent of the dollars it
collects on defaulted loans. CSLP may be able to lower these costs. We found that indirect costs
comprise approximately 31 percent of total collection costs. Thisappearshigh. Further, CSLP pays
outside collection agencies amaximum of 15 percent to collect on defaulted loans, but its own costs
of collection are 29.5 percent. CSLP should evauate its costs against those of private sector
collection agencies. In addition, the formula used by CSLP to arrive at the 29.5 percent cost rate
appears to be somewhat inconsistent in its treatment of dollars collected and may result in a higher
cost rate than necessary. We believe that CSLP should continue to evaluate its costs of
collection. In addition, we believe that CSLP should begin using a methodology for
calculating its collection cost ratethat treats all types of dollars collected consistently.

Summary of Agency Responses
The Colorado Student Loan Program agrees or partially agrees with eight recommendations and

disagrees with one recommendation in this report. The full text of each response is located within
the report body.



RECOMMENDATION LOCATOR

Agency Addressed: Colorado Student Loan Program

Recommendation
Summary

Agency
Response

I mplementation
Date

CSLP should immediately notify al borrowers whose loans defaulted prior
to January 1, 1998, of the changes in federa regulation. These borrowers
should be given an appropriate amount of time to find ameans of paying off,
or substantialy paying down, their loan balances.

Agree

March 31, 1999

The Colorado Student Loan Program should notify all borrowers whose
payments were retroactively reapplied. This notification should include a
statement of the period of time for which payments were reapplied, the
current balance outstanding on their loan, and the reason payments were

reapplied.

Agree

March 31, 1999

The Colorado Student Loan Program should implement additional quality
control measures to timely detect problems in maintaining its defaulted loan
accounts. These measures should include additional levels of review to help
ensure that programming errors affecting borrowers accounts do not occur
in the future.

Partialy
Agree

November 1998

Rec. Page
No. No.
1 17
2 19
3 21
4 21

The Colorado Student L oan Program should continueinitseffortsto upgrade
the mainframe system. As part of thisupgrade, all defaulted loans should be
accounted for in an integrated system.

Agree

June 30, 2000




RECOMMENDATION LOCATOR

Agency Addressed: Colorado Student Loan Program

Rec. Page Recommendation Agency  Implementation
No. No. Summary Response Date

5 24 The Colorado Student Loan Program should be more aggressive in getting Disagree --
eligible borrowers to enter rehabilitation or consolidation plans by notifying
borrowers when they have met the requirements.

6 27 The Colorado Student Loan Program should implement measures to ensure Partidly May 1, 1999
that borrowers whose accounts have been assigned to outside collection Agree
agencies or legal groups will be offered the same opportunity to rehabilitate
their loans out of default as borrowerswhose accounts are serviced by CSLP.

7 32 The Colorado Student Loan Program should work to develop incentives, Partidly May 1, 1999
including waiving collection chargesfor individual borrowerswho enter into Agree
repayment within 60 days of default, and developing an approach that
assesses lower collection charges to borrowers making consi stent payments.

8 37 The Colorado Student L oan Program should continue to eval uate its costs of Agree On or Before
collecting on defaulted loans. This analysis should include an evaluation of January 1, 2000
the indirect costs applied to default loan collections.

9 38 The Colorado Student L oan Program should begin using a methodology for Partidly On or Before
calculating its collection cost rate that treats all types of collections Agree January 1, 2000

consistently.




Description of the Colorado Student
L oan Program

Overview

The Colorado Student L oan Program (CSLP) was created by an act of the Colorado
Legidature in June of 1979. Section 23-3.1-104, C.R.S., describes the powers and
duties of CSLP, including the power to promulgate rules and regulations for
administration of the student loan program. CSLPisadivision of the Department of
Higher Education (DOHE), and CSLP's director is appointed by the executive
director of the Colorado Commission on Higher Education. Asof Fisca Y ear-End
1998, CSLP had 235 FTE, including 39 nonclassified positions. The program is
funded by federal funds and cash funds exempt. CSLP receives most of its revenues
through guarantee fees, loan servicing fees, account collections, and interest on
investments. For Fiscal Year 1998, CSLP had total revenues of $21.7 million,
including $9.7 million in federal funds and nearly $12 million in cash funds exempt.
The projected fund balance for Fiscal Y ear 1999 is $45.5 million, with $31.8 million
reserved in the Federal Reserve Fund and $9.3 million reserved in the Federal Recall
Fund. Thesereserve funds are required by the U.S. Department of Education to be
maintained by guaranty agenciesfor payment of lender default claims and payment of
federal drawdowns resulting from the Balanced Budget Act of 1997 and the
Reauthorization of the Higher Education Act in1998. The remaining fund balance of
$4.4 millionisavailablefor use by CSLPfor loan servicing activities, development of
new loan servicing programs, supporting loan guarantee operations, improving
services to students, and contingent liabilities.

CSL Passistsstudentswith theexpensesincurred for higher education. Theprogram's
mission is to "provide students access to postsecondary education by ensuring the
availability, effective delivery and responsible management of educationa financing;
and to provide quality service to al program participants." CSLP represents a
partnership between lenders, schools, and the U.S. Department of Education. The
capital for student loans is provided by approximately 34 private lenders, including
banks, savings and loan associations, credit unions, pension funds, insurance
companies, and secondary markets. The Student Loan Program administers the
Federal Family Education Loan Program and guarantees the |loans made to students
and parentsin accordancewith federal regul ationsestablished in the Higher Education
Act of 1965. When a student loan is made, CSLP insures the lender against the
financia lossfrom default, disability, death, or bankruptcy. CSLP not only performs
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loan servicing functions for lenders, but also assists with loan application processing
and origination, providestraining to program participants, performs program reviews
of schools and lenders, assists borrowers through default prevention activities, and
pursues collection of defaulted loans.

For Fiscal Year 1997, CSLP reported that it guaranteed over 84,000 new loans
totaling about $242 million. Theseloansare madeto both residentsand non-residents
of Colorado who are attending both in-state and out-of-state schools. In addition,
one student may receive multiple loansthat are guaranteed by CSLP. CSLP expects
to guarantee over $305 million in loans in Fiscal Year 1999. For 1998, CSLP
reported that it collected $26 million on defaulted student loans.

Defaulted Student Loans

This review focused on the activities at CSLP related to the collection of defaulted
student loans. Defaulted |oans are those loansthat a private lender tried to collect on
for a period of either six months or one year (depending on the terms of the loan)
where the borrower failed to make payments. Once a private lender has been unable
to collect on astudent loan, that lender contacts CSL P to help them to try and get the
borrower into repayment before the loan defaults. If both CSLP and the private
lender are unsuccessful in getting the borrower to begin making paymentson theloan,
CSLP must then pay the insurance claim (default claim) to the private lender. Once
the Student L oan Program paysthe private lender the amount of principal and interest
outstanding on the loan, that loan is considered to be in default.  Upon payment of
adefault claim, the U.S. Department of Education then pays CSLP a percentage of
the amount paid to the lender under the terms of the reinsurance agreement between
CSLP and the Department. The percentage paid to CSLP is based on the year in
which the loan was disbursed to the student and ranges from 95 to 100 percent of the
amount of the claim paid to the lender. In 1998, CSLP paid nearly $45.1 million in
default claims. Of this amount, CSLP was reimbursed by the U.S. Department of
Education for nearly $44.6 million, resulting in areinsurance loss on default claims
of over $470,000, which CSLP pays for with cash funds exempt such as interest
earned on investments and guarantee fees.

According to data provided by CSLP steff, as of the first calendar quarter of 1999,

CSLP'sportfolio of defaulted |loansincludesnearly 36,000 individual borrowers. The
average amount in default for each of these borrowers is about $7,200.

Penaltiesfor Default Are Becoming More Severe

On January 1, 1998, Part 682 of Title 34 of the Code of Federal Regulations (CFR)
governing student loans was revised. The revisions brought some major changesto



Report of The Colorado State Auditor 9

the way CSLP collects on defaulted student loans. Although CSLP and other
guaranty agencies have always been allowed to assess and recover collection costs
from borrowersin default, thisrevision substantially changed the way those costsare
recovered. Inthe past several years, thefederal government has becomeincreasingly
punitiveinitstreatment of defaulted borrowers. For example, intheearly yearsof the
program, each payment made by a defaulted borrower was first applied to principal
and then to interest, therefore hel ping to minimize the amount of interest accruing on
theloan balance. 1n 1993 the regulations were revised so that each payment made by
aborrower had to be applied first to interest outstanding, and if any amount remained,
the payment was then applied to principal, and when all principal and interest were
paid off, the guaranty agencies would attempt to recover any outstanding collection
costs. At that time, the regulation allowed guaranty agencies to choose whether to
apply payments to interest or collection charges first. In order to treat borrowers
most favorably, CSLP chose to first apply all payments to interest.

The most recent revision to the federal regulations became effective January 1, 1998.
This revision, among other things, changed the methods for how payments on
defaulted loans are to be applied as well as how collection charges are to be
calculated. According to 34 CFR 682.404(f), an appropriate amount of every
payment made on a defaulted loan must first be applied to collection charges. In
Colorado, the collection costs are assessed at an annual rate of 25 percent of all
outstanding principal and interest. Asaresult, CSLP must first apply 20 percent (an
effective rate of 25 percent per annum) of every payment made on a defaulted loan
to collection charges, then apply the payment to interest and, finally, apply any
remaining amount to principal. Asaresult of these changes, on January 1, 1998, the
outstanding balance of each defaulted loan may have increased by as much as
25 percent. Along with that increase, the length of time and total amount taken to
pay off the outstanding debt increased significantly for many defaulted borrowers.

Aswith most loans, the borrower's balance changes daily to reflect accruing interest
aswell as any payments made on the total balance. Asthe total balance of principal
and interest changes (downward with payments that are adequate to cover collection
charges, outstanding interest, and aportion of principal; and upward with an absence
of payments or payments that are too small to cover collection charges, outstanding
interest, and a portion of principal), the collection charges are recalculated daily to
equal 25 percent of the total outstanding balance of principal and interest on agiven
day. Therefore, borrowers who make payments that are inadequate to cover
collection charges, outstanding interest, and also reduce principa will not only see
thelr interest balances continueto increase, but will also be assessed greater collection
charges. Under federa regulation there is currently no limit on the amount of
collection charges that can accumulate.
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CSLPand lenderswork with borrowersto help them avert default through temporary
postponement of payments (for reasons such as poor health, inability to obtain
employment, etc.) and/or reduced payments. For someloans, these effortsto prevent
a student from defaulting extend for periods of up to oneyear. Although CSLP and
lenders make a concentrated effort to prevent studentsfrom defaulting on their loans,
ultimately, default is the responsibility of the borrower. Once a loan defaults,
taxpayers often pay the price of that default. The main goal behind therevisontothe
regulations governing student loans was to place the responsibility and cost of
defaulted loans on those citizens who defaulted rather than on taxpayers. By forcing
guaranty agenciesto recover the cost of collection up-front, the federal government
greatly reduced the amount of federal dollars lost on each defaulted student loan.
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Defaulted Student L oans

Background

The Colorado Student Loan Program (CSLP) is 1 of 36 guaranty agencies
nationwide. These 36 agencies operate in cooperation with the federal government
as guarantors for student loans. The federal government and, more specifically, the
U.S. Department of Education, actsasthereinsurer for all student loans. Asaresult,
when astudent loan defaults and aguaranty agency paysadefault claimto the private
lender of that loan, the U.S. Department of Education reimburses the guaranty
agency. The amount of the reimbursement depends on the guaranty agency's federal
reinsurance default (trigger) rate. Agencieswith trigger rates of more than 5 percent
will not receive the maximum reimbursement rate for default claims paid. A trigger
rate of 5 percent indicates that the guaranty agency paid claims of 5 percent of its
total loans that were in repayment at the end of the previous fiscal year. For Fisca
Year 1997 Colorado's trigger rate was 2.86 percent, well below the 5 percent
threshold. The maximum reimbursement rates are as follows:

* 95 percent of each default clam pad if the loan was made after
October 1, 1998

e 08 percent of each default clam paid if the loan was made between
October 1, 1993 and October 1, 1998

* 100 percent if the loan was made prior to October 1, 1993

In addition, CSLP's Cumulative Net Default Rate has decreased over the past three
years from 9.18 percent to 7.95 percent, indicating that the total amount paid for
defaults is decreasing. The Cumulative Net Default Rate is the total amount of
default claims paid by a guaranty agency as a percentage of total loans guaranteed.

As discussed in the Description chapter, the federal regulations governing student
loans have become increasingly more severe with respect to the treatment of
borrowerswho default on theseloans. Revised regulationsrequire guaranty agencies
to assess up to 25 percent in collection charges to borrowers accounts and recover
those charges from each borrower payment before applying the payment to either
principa or interest. Under the current regulations, defaulted borrowers face many
pendties for default, including:
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Interest outstanding at the time of default is capitalized and included in the
new principal amount of the defaulted |oan.

Guaranty agencies must accrue interest on the defaulted loans. Loans we
reviewed had average annual percentage rates of 9 percent simple interest.
This rate is required to be the greater of the rate stated in the origina
promissory note, or the rate provided for by state law in ajudgment case.

Guaranty agencies must assess collection charges a a rate not to exceed
25 percent of the outstanding balance of principal and interest at any given
time. There is currently no limit in federal regulation on the amount of
collection charges that can accrue over time, aslong as those charges do not
exceed 25 percent of the balance of principa and interest.

Guaranty agencies must first apply a percentage of each payment to satisfy
collection charges, then apply the remainder to interest, and finally to
principal, greatly extending the length of time to pay off the loan.

Collection charges can be applied to all defaulted borrowers at the same rate,
regardless of aborrower's repayment status or of the actual cost of collecting
aparticular loan.

As aresult of the more restrictive federal regulations, guaranty agencies have less
flexibility in assessing and recovering collection costs from borrowers. Borrowers
now face balances that are up to 25 percent higher, and for those borrowers on a
payment plan, the balance will take substantially longer to pay off.

CSLP Practices Could Be Il mproved

Federal regulations are specific with regard to how guaranty agencies, including
CSLP, collect on defaulted student loans. Although CSLP is collecting loans in
accordance with federal regulations, we found several areas in which some of the
program's practices could be improved, including:

CSLP needsto have a moreintegrated information system for tracking
loans. About 3,000 of CSLP's defaulted loans are tracked in a separate
database from the rest of CSLP's 75,000 defaulted loans. This separate
database was overlooked in the past when an important notification was
mailed to al other borrowers and also when collection charges were applied,
resulting in some defaulted borrowers receiving inconsistent treatment.
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 CSLP could be more aggressive in trying to get loans out of default.
Getting aloan out of defaulted status is the only means by which a borrower
can avoid being assessed the 25 percent collection charges.

* CSLP could offer more incentives to those borrowers who are
consistently paying on their defaulted loans. This could include: 1)
waiving collection charges for those borrowers who enter into a satisfactory
repayment agreement within 60 days of their |oan defaulting, and 2) adopting
an approach for assessing collection charges in which borrowers who are
consistently making timely payments are charged lower collection fees than
those who are not making routine payments.

e CSLPshould continueto evaluateitscostsof collection. Currently CSLP
reports that its actual costs of collection are about 29 percent of the dollars
it collects on defaulted loans. Although this is within the range of other,
similar guaranty agencies, CSLP should striveto lower these costs. Also, the
formula used by CSLP to arrive at the 29 percent cost rate appears to be
somewhat inconsistent in its treatment of dollars collected and may result in
a higher cost rate than necessary.

All Defaulted L oans Should Be
Accounted for in an Integrated
| nfor mation System

CSLP currently uses two separate information systems to account for its defaulted
student loans. CSLP uses an Access database to account for its defaulted
consolidation loans and uses a mainframe system to account for all other defaulted
loans. When consolidationfirst becameavailableto student borrowersin 1986, CSLP
staff believed that the terms and conditions of consolidation loans made them less
susceptibleto default. For example, most consolidation loans have repayment periods
of 30 yearswith very low interest and, asaresult, very low payments. Because CSLP
staff did not believe that consolidated |loanswere at risk for defaulting, they chose not
to spend the resources necessary to upgrade the mainframe computer system to
handle consolidation loan tracking.

After some time, CSLP staff found that borrowers were in fact defaulting on their
consolidation loans, and the tracking of those loans became significantly more
complex. Because CSLP is in the process of transitioning to a new information
system for tracking al loans, they decided not to update the current mainframe and
continued tracking the consolidation loans on a separate database. Tracking this
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group of loans on a separate system has caused some problems for the program,
including: 1) an important notification was not sent to all borrowers, and 2) the
consolidations database is not maintained appropriately.

Due Diligence Was Met for the Consolidated L oans

For all of its defaulted loans, CSLP is required by federal regulation to perform
certain due diligence activities with respect to collecting on those loans. These
activities include:

* Sending written notice within the first 30 days after a default claim is paid
stating that the loan is in default; the amount of principal, interest and any
other charges owing on the loan; the rate of interest; and opportunities
available to the borrower to get the loan out of default.

» Attemptingto collect on theloan, including at |east one contact by tel ephone,
from 60 to 180 days after adefault claim is paid.

» Referring theaccount at the end of the 180-day period to an outside collection
agency to perform collection activities on the account. Asof February 1999,
CSLP reported that it had 45,979 claims with a total value of nearly
$139 million assigned to outside collection agencies.

» Referring accountsfor civil suit if CSLP determinesthat collection effortsare
not working and also if the borrower has sufficient assets available to satisfy
the outstanding balance as well as the legal costs. CSLP uses both internal
and external litigation groups to seek judgments in these cases. As of
February 1999, CSL P staff reported that there were 3,319 claimswith atotal
value of over $9.9 million assigned to an externa legal group.

Accordingto CSL P staff, in February 1999 therewere about 3,000 consolidated |oans
in default and being tracked in the separate database. During our audit we chose a
sample of 15 of these loans to determine whether CSLP met the due diligence
requirements. We found that in all cases sampled, CSLP met the minimum due
diligence requirements set forth in federal regulation for these cases.

| mportant Notification Was Not Sent to Borrowersin the
Consolidation Database

Although CSLP met the notification requirements that relate to its due diligence
activities, not all borrowers received other important notifications. Although
notification was not required by federal regulations, CSLP management decided to
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send a letter to some defaulted borrowers to notify them of the change in federa
regulation prior to its implementation on January 1, 1998. On December 8, 1997,
program managers sent | etters to borrowers who had been making payments and had
not yet been assessed any collection charges. This population of borrowers was
chosen because management believed that borrowers making paymentswould be the
most impacted by the change in federal regulation. This letter informed borrowers
that effective January 1, 1998, the balance outstanding on their defaulted student
loans may increase. The notice also said that a portion of each payment made after
January 1 would be applied toward collection costs, and the only way to avoid
payment of these collection charges would be to pay the total balancein full prior to
January 1, 1998.

An error was made by CSLP staff when these notifications went out. None of the
borrowers in the database of consolidated loans were sent notice of the changesin
federal regulation, resulting in about 1,500 borrowers (who had been making
payments) not being notified. In both systems combined, about 14,000 borrowers
were not notified prior to theimplementation of the revised regulation and, therefore,
were not provided with the same opportunity to avoid collection charges asthe 1,935
borrowers who did receive the notification letter.

According to information provided by CSL P staff, 98 of the 1,935 borrowersnotified
found a way to pay off the balance of their loans and avoid collection charges. In
other words, within 30 days of notification, about 5 percent of those notified found
a way to pay off the balance of their loan and completely avoid the 25 percent
collection charges. If CSLP had notified the remaining 14,000 borrowers and
received the sameresponserate, approximately 700 borrowers may havefound away
to pay off the balance of their loans. The response rate could have been even greater
if CSLP had given borrowers more than 30 days' notice.

One of the defaulted borrowers in the consolidation database found out about the
change in federal regulation by accident when he called to inquire why a payment
check he sent had not cleared his bank. This borrower found out that as a result of
collection charges being applied to his payments, the $11,000 in payments made over
the previous 14 months had only reduced histotal balance by $5,500. According to
this borrower, had he been notified of the impact of this change in regulation, he
would have found some other means of paying off hisloanin order to avoid collection
charges.
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Other Guaranty Agencies Notified All Borrowersof the
Change in Regulation

Aspart of thisaudit we interviewed six guaranty agencies throughout the nation that
had ssimilar performance records to the Colorado Student Loan Program. During
these interviews we found that five out of six agencies we spoke with made an effort
to notify all borrowers in default of the changes in federal regulations, and gave the
borrowers at least 60 days notice to pay off or pay down their loan balances and
avoid the collection charges that would begin accruing after January 1, 1998. Staff
at one of the agencies we spoke with stated that "we felt it was our ethical
responsi bility to notify our borrowersof thischangein regulation because of thelarge
impact it would have on their loan balances, and the increased length of timeit would
take to pay off the loan." This guaranty agency not only used letters to notify
borrowersof these changesbut also used pressreleasesin al of themajor newspapers
inthat state. According to this guaranty agency, they received alarge response, and
many borrowerstook the opportunity to pay off their loan balances before therevised
regulation went into effect.

CSLP staff recognize that they made an error in not notifying borrowers in the
consolidation database at the same time they notified the 1,935 borrowers in the
mainframe system. In an effort to try to address this situation, CSLP is planning on
sending letters to borrowers who were not notified during the first round of
notifications and allowing those borrowers to make a lump sum payment within a
defined grace period. If payment in full is recelved within this grace period,
borrowerswill be able to avoid some or al collection charges. However, at thetime
of our audit, CSLP had not determined whether notification would be sent to all
borrowers not initialy notified (approximately 14,000) or whether only those
borrowers in the consolidation database would be notified (approximately 1,500).
CSLP had aso not determined the length of the grace period that would be given to
borrowers during this notification.

As aresult of the inconsistent notifications of the change in federal regulations, we
believe that CSLP should notify not only borrowerswith consolidated loans but also
notify al defaulted borrowers, whether they are making payments or not. By doing
this, CSLP ensuresthat they aretreating al borrowers equitably, and CSLP may also
get some borrowers to pay off their loan balances that otherwise are not paying
consistently.



Report of The Colorado State Auditor 17

Recommendation No. 1:

Colorado Student L oan Program shouldimmediately notify all borrowerswhoseloans
defaulted prior to January 1, 1998, of the changes in federal regulation. These
borrowers should be given an appropriate amount of time to find a means of paying
off, or substantially paying down, their loan balances. The notice sent to borrowers
should include the following:

a. A description of how the change in regulation affects their loan balances,
payments made, and the length of time taken to pay off their loan.

b. Anoffer that if payment is received within a determined grace period, CSLP
will agree to waive some or all collection charges that have accrued.

c. A statement that tells borrowersthat if full payment isnot received within the
specified grace period, collection chargeswill be assessed on the outstanding
balance of principal and interest (at the current rate of 25 percent, given our
commentsin Recommendation Nos. 8 and 9) and will continue to be assessed
until the loan is paid in full.

Colorado Student L oan Program's Response;

Agree. The principal effect of the change was on the application of borrower
payments, requiring that a portion be applied first to collection charges, then
to interest, and finally to principal. For this reason, CSLP determined it was
obligedtoinformonly those defaulted borrowerswho were making payments.
Asthe audit report notes, however, not all such borrowers were informed of
the change. To ensure the equitabl e treatment of all defaulters, those who are
paying and those who are not, CSL P accepts the recommendation to send all
its defaulted borrowers a letter informing them of the changes in federal
default collection rules. The letter will include an explanation of the benefits
of consolidation and rehabilitation, and will offer a possible reduction of
collection charges for balances paid in full by June 1, 1999.

With the exception of collection charges canceled within thefirst 60 daysafter
default for payment in full, or at the time of consolidation or rehabilitation,
federa program regulations permit full or partial cancellation of collection
charges only on a case-by-case basis at the time of alump-sum settlement to
satisfy the debt. A policy of blanket amnesty on collection charges is not
considered possible within existing federal regulation.
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The Consolidation Database |s Not Always Maintained
Appropriately

During our review we found some problems related to the maintenance of the
consolidations database, including:

» Coallection charges are not applied to all accounts consistently.

» Caoallection charges are applied to some accounts that cannot legally accrue
collection charges.

According to CSLP staff, both of these problems are related to consolidation loans
not being included in the mainframe system with all other defaulted loans.

Collection Charges Not Applied Consistently

During our review we found that CSLP had not assessed collection charges on all
eligible payments received after January 1, 1998. We reviewed a sample of 21 files
from the consolidation database that did not have collection charges applied to all
borrower payments made after January 1, 1998. Wefound that 17 of the 21 filesdid
not have collection charges assessed or collected from eligible payments. According
to CSLP staff, these 17 files are part of a population of 139 accounts that were
erroneously excluded from collection charges being applied. Our audit revealed that
aprogramming error in the consolidation database resulted in these charges not being
applied appropriately. According to CSLP staff, they found this programming error
in January 1999, and in February staff retroactively reapplied al payments on any of
the 139 accountsthat were not yet paid in full. Inother words, all payments made on
these accounts were reapplied, with 20 percent of these payments going toward
collection charges. This resulted in the outstanding balance on the loans increasing
for these borrowers. According to CSLP staff, they had no choice but to reapply
these payments because thefederal regulations stated that, beginning January 1, 1998,
al payments made must be applied first to collection charges.

We reviewed the accounts affected by the reapplication of payments and found that,
on average, about $1,400 in borrower payments were reapplied and the balance of
principal, interest, and collection charges on the affected accounts increased by an
average of about $375. On some accounts as much as $6,600 in payments made
between January 1998 and February 1999 were reapplied. We also found that the
balance of principal, interest, and collection charges increased by as much as $1,800
on these accounts. Because of the significant impact this programming error had on
these borrowers accounts, webelieveitiscritical for CSLPtoinform theseborrowers
that their account balances may have changed.



Report of The Colorado State Auditor 19

Because this error was not corrected until February of 1999, CSLP aso had to
correct the 1098 tax forms sent to borrowers to show them how much interest was
paid on their student loans in 1998 for tax purposes. The only notification sent to
borrowers of the reapplication of borrower payments was a letter stating that they
would be receiving arevised interest statement for 1998.

Borrowers have not been notified of the effect this programming error had on their
loan balances. Therefore, some borrowers who called in at the end of 1998 for their
loan balanceswill be surprised to find out that, next timethey call, their balances may
be up to $1,800 higher, including collection charges. Because the retroactive
application of these payments significantly affects the balance outstanding on
borrowers' loans, webelieve that CSL P should notify borrowers of the changesto the
balance and the reapplication of payments.

Recommendation No. 2:

The Colorado Student Loan Program should notify all borrowers whose payments
were retroactively reapplied. This notification should include a statement of

a. The period of time for which payments were reapplied.
b. The current balance outstanding on their loan.

c. The reason payments were reapplied.

Colorado Student L oan Program's Response;

Agree. Dueto aprogramming omission, CSLP did not notify 139 borrowers
whose collection charges had been retroactively applied to their payments.
CSLP will send those borrowers aletter that will include a statement of the
period of time for which payments were reapplied, the current balance
outstanding on their loan, and the reason payments were reapplied.
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Collection ChargesWere Applied to Accountsin Error

Once a defaulted loan has gone through alegal proceeding and a judgment has been
obtained, no further collection charges can be assessed on the balance due. A
judgment represents the total amount due from the borrower and includes legal and
attorney fees as part of that total.

During our review we found several accounts that were assessed collection charges,
even though they should not accrue these charges. For example, our review of 15
accounts in the consolidation database revealed that 3 accounts with judgments are
currently being assessed additional collection charges. The collection charges
included in the outstanding balances on these three accounts range from $6,000 to
nearly $12,000. Accordingto CSLP staff, there are fewer than 10 accountsfor which
ajudgment has occurred and collection costs are being accrued in error. Inthe event
that this does occur, CSLP staff will manually correct the account so that only the
amount of thejudgment is collected and chargesthat accrued erroneously are written
off.

According to staff, this error is also the result of a programming error made in the
consolidation database, and once the consolidation loans are incorporated into the
new loan tracking system in Fiscal Year 2000, thiswill no longer be a problem.

During our review severa problems we identified were directly attributed to the
consolidation loans being tracked on a system that is not integrated with the
mainframe system for tracking loans. Theinitial problem with notification of the new
federa regulation not being sent to consolidated borrowersin default was attributed
to the loans being accounted for separately. In addition, problems with payments
being applied inconsistently and to collection charges inappropriately are aso the
result of programming errors in this separate database. Although CSLP staff did
ultimately identify these errors and correct them, CSLP should implement quality
control measures that will prevent these types of errors from occurring in the future.
CSLP staff recognize these problems with tracking loans in a system that is not
integrated with its other systemsfor tracking loans. CSLP iscurrently in the process
of developing a new loan tracking system and plans to include al loans on this
integrated system when it isimplemented in Fiscal Y ear 2000. We encourage CSLP
to continue its efforts to upgrade itsinformation system, and also believe that CSLP
should implement additional measuresof review to ensurethat programming mistakes
such as those described above do not occur in the future.
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Recommendation No. 3:

The Colorado Student Loan Program should implement additional quality control
measuresto timely detect problemsin maintaining its defaulted |oan accounts. These
measures should include additional levels of review to help ensure that programming
errors affecting borrowers' accounts do not occur in the future.

Colorado Student L oan Program's Response;

Partially agree. Pending implementation in 2000 of a new computer system
which will enable integrated management of all defaulted loans, additional
quality control reviews of the consolidated |oan database have been instituted
to ensure that programming changes do not adversely affect borrowers.

Recommendation No. 4:

The Colorado Student Loan Program should continue in its efforts to upgrade the
mainframe system. As part of this upgrade, all defaulted loans should be accounted
for in an integrated system. Also, while the transition to the new system is taking
place, CSLP staff should ensure that consolidation loansareincluded in all important
notification processesand that the consolidation databaseis maintained appropriately.

Colorado Student L oan Program's Response;

Agree. The new guaranty system isan agency priority and is expected to be
completed during the second quarter 2000. As noted in the response to
Recommendation Number 3, quality control procedures have been instituted
to ensure that the consolidation database is maintained accurately and that all
consolidation borrowers are included in borrower notifications.

Methods for Getting L oans out of Default
Could Be Improved

Onceaborrower hasfailed to make paymentsto the original lender for aperiod of six
months (or one year depending on when the loan originated), the loan goes into
default and the guaranty agency must pay the default claim on the loan (principal and
outstanding interest) to the original holder of theloan. After thedefault claimispaid,
theloanisin default. Federa regulations state that al guaranty agencies must assess
and collect the costs of collection from defaulted borrowers until the loans are no
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longer in default. Currently there are four methods for getting aloan out of default
status:

* Lump Sum Payment - The borrower finds away to pay off the loan in full.

* Consolidation - After making three consecutive, timely, appropriate, and
voluntary payments, a borrower can consolidate one or more of the loan(s)
out of default by getting alender to refinance theloan. Consolidation creates
anew loan, but does not clear the borrower's credit record completely of the
defaulted loan(s). Consolidation also makes borrowers eligible to receive
other financial aid. Most borrowers who choose to consolidate their loan(s)
are doing so because they need to have the defaulted |oan show aspaid in full
ontheir credit report and cannot wait 12 monthsto rehabilitate theloan(s) and
have their credit record cleared of the default.

* Rehabilitation - After making 12 consecutive, timely, appropriate, and
voluntary payments, a borrower can choose to rehabilitate the loan(s) by
getting alender to refinancetheloan. Rehabilitated loansclear the borrower's
credit record of the defaulted loan reported by the guaranty agency.

* Compromise- If at some point CSLP believes that its chances of collection
of aloan would be improved by accepting payment in full for alesser amount
than isdue, CSL P hasthe authority to compromise aportion of the collection
charges, principal, or interest. 1f CSLP and the borrower can come to an
agreement on a settlement amount, CSL P accepts payment according to the
terms of that agreement, and the debt is considered to be fully satisfied.

When notification is sent to borrowers that their loans are in default, CSLP also
notifies borrowers of their options for getting those loans out of default. However,
CSLP cannot at any time force a borrower to choose any of the options available for
getting loans out of default status.

Until the revised federa regulations became effective in January 1998, guaranty
agencies had much more flexibility in assessing and collecting the cost of collection
from the borrowers. Asmentioned in the Description chapter, the costs of collection
were either not assessed or were assessed at the end of the loan repayment once all
interest and principal had already been paid off. According to CSLP staff, in many
cases, collection charges were never recovered because once borrowers paid all
principa and interest outstanding on the loan, they would stop making payments and
CSLP would write off the remaining collection charges.
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The Revised Regulation Makes Rehabilitation and Consolidation
M or e Advantageous

Until theimplementation of therevised federal regulation, the optionsof rehabilitation
and consolidation were not beneficial to the borrowers. When a borrower
consolidates or rehabilitates adefaulted student loan, 18.5 percent of the outstanding
baance of principal and interest isassessed for collection charges and isincluded in
the new principal balance of therefinanced loan. Therefore, before collection charges
began to be assessed at the rate of 25 percent, aborrower was better off to enter into
a repayment plan and pay off the loan through CSLP rather than through
rehabilitation. However, since January 1998, it is better for borrowers who cannot
pay their balancesin full to either consolidate or rehabilitate their loans. By choosing
to rehabilitate or consolidate, borrowers will only pay 18.5 percent in collection
charges, whereasif borrowers continueto make monthly paymentsto CSL P, they will
be paying 25 percent in collection charges.

Four of the six guaranty agencies we interviewed have active programs for getting
borrowers to either consolidate or rehabilitate their loans, including sending
notification to a borrower once the requirements for consolidation or rehabilitation
have been met. One state uses a series of letters to notify defaulted borrowers that
they meet the requirementsto apply for rehabilitation. Thefirst letter inthe seriesis
sent after they have made six consecutive payments. The second |etter is sent when
borrowers have made 10 consecutive payments and includes an application for
rehabilitation. Finally, when borrowers have made 12 consecutive payments, another
reminder is sent with another application for rehabilitation.

CSLP began doing sweeps of its default accountsin 1993 to identify those accounts
that qualify for either rehabilitation or consolidation. However, in our review of 15
loans, we found four accounts that were eligible for rehabilitation, but were not
notified about this possibility in atimely manner. For three of these accounts, the
borrowers had met the requirements to rehabilitate their loans prior to January 1,
1998. The earliest notation in the files that rehabilitation was started in these cases
was September 1998, after the borrower had aready made at |east nine paymentsand
20 percent had been applied to collection charges from each payment. One of these
accountswasjust recently rehabilitated in February 1999, after making 13 months of
payments on which the borrower was assessed collection charges. Because these
borrowers were dligible for rehabilitation prior to January 1, 1998, they could have
avoided paying any collection charges at the rate of 25 percent. Thefourth borrower
became dligible for rehabilitation in March 1998. However, this borrower was not
notified that he had met the requirements until November 1998. Accordingto CSLP
staff, this borrower's account dipped through their system of account sweeps and
notification due to a change in staff.
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Because it is now better for borrowers to enter into repayment or consolidation of
their loans, we believe that CSLP staff should be more proactive in notifying
borrowers, not only in the beginning when their loan defaults but also when they have
met the payment requirementsfor rehabilitating their loans. By doing this, CSLP will
be acting in the best interest of its borrowers as well as increasing the number of
student loans that are taken out of default status. We commend CSLP staff for the
efforts they have made in attempting to identify borrowers who are eligible for
rehabilitation and encourage CSL Pto continuetheseeffortsby notifying all borrowers
of the benefits of rehabilitation at the time they meet the requirementsto rehabilitate.

Recommendation No. 5:

The Colorado Student Loan Program should be more aggressive in getting eligible
borrowersto enter rehabilitation or consolidation plans by notifying borrowerswhen
they have met the requirements. These options reduce the amount of collection
charges assessed to the borrower as well as allow CSLP to increase collections and
get the loans out of default status.

Colorado Student L oan Program's Response;

Disagree. Our effortsin thisregard are already very aggressive. We currently
sweep all defaulted accounts on a monthly basis to determine which are
qualified for consolidation or rehabilitation and notify eligible borrowers by
letter. We have a so put procedures and controlsin place to ensure that these
sweeps are compl ete and thorough on all accounts, including those at outside
collection agencies. Our success in this regard is reflected in the significant
increase in consolidation and rehabilitation volume over the past year. Our
projections through the end of this fiscal year indicate a 33 percent increase
in rehabilitation volume and a 13 percent increase in consolidation volume
over last year.

It should be noted that all defaulted borrowers might not qualify for these
programs. For example, rehabilitation isaone-time opportunity; rehabilitated
loans that have re-defaulted are not eligible for another rehabilitation. In any
case, lenders are under no obligation to repurchase or consolidate loans.
Because of borrowers’ past payment history, lendersmay, infact, bereluctant
to accept the risk involved in an inordinate volume of rehabilitations and
consolidations. The contingent liability of are-default could present areal risk
to both lenders and taxpayers.
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Auditor's Addendum

Our review revealed that CSLP's process for sweeping accounts is not working
effectively to notify borrowersin a timely way that they meet the requirementsto
rehabilitate. As noted above, 4 of the 15 accounts we reviewed were €ligible to
rehabilitate their loans but were not notified of their eligibility until eight months
or longer after they qualified. Asaresult of thesefindings, we believe that CSLP
should take additional measures to ensure that their process for sweeping
borrowers accountsresultsin timely notification of qualifying borrowers.

All Accounts Should Be Monitored for
Eligibility to Rehabilitate

Asmentioned earlier, there are currently nearly $139 million in accounts assigned to
outside collection agencies and over $9.9 million in accounts assigned to external
legal groups. Once accounts are assigned to outside collection agencies and legal
groups, CSLP staff no longer have responsibility for performing due diligence
activities on those accounts, and typically, accounts are |eft with the outside agency
until theloanis paid in full. Of the 15 accounts we reviewed, eight borrowers made
12 consecutive monthly payments prior to January 1, 1998. CSLP assigned four of
these accounts to a legal group prior to the borrower's entering into repayment.
However, the four accounts assigned to legal groups are not currently eigible for
rehabilitation because payments are being made through wage garnishment and are
not considered voluntary.

Accounts Assigned to Legal Groups

Once an account isassigned to the legal group, (internal or external), CSL P does not
attempt to bring that account back in house for collections activities. As mentioned
earlier, borrowerswith accountsassigned tointernal or external legal groupsareoften
making payments through wage garnishment, and as a result, their payments do not
qualify for rehabilitation because they are not considered voluntary. However, once
a good payment relationship is established, a borrower can request that wage
garnishment be stopped and that borrower can continue making paymentsvoluntarily
in order to qualify for rehabilitation. CSLP does not currently have a means for
reviewing accounts assigned to legal groups and determining if accounts would be
good candidates for rehabilitation. Furthermore, neither CSLP nor the legal groups
currently attempt to get borrowersto begin repaying voluntarily or notify consistently
paying borrowers of the requirements and benefits of rehabilitation. CSLP is
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considering piloting aprogram to determineif it is cost-beneficial to begin evaluating
legal filesfor rehabilitation and getting those borrowersinto voluntary repayment so
that they can become eligible to rehabilitate their loans. Currently CSLP pays its
external legal group lower commission rateson rehabilitations and consolidations (11
percent) than it pays for a borrower's repaying through wage garnishment (20
percent). This indicates that it is less costly to get these borrowers into a
rehabilitation program or consolidation program as early as possible.

Accounts Assigned to Outside Collection Agencies

According to CSLP staff, once an account is sent to an outside collection agency,
CSLP does not bring that account back in house for any action, including
rehabilitation and consolidation. Collection agencieshavetheauthority torehabilitate
loans. According to CSLP staff, outside collection agenciestypically like to collect
lump sum payments as opposed to incremental payments on accounts. As aresullt,
CSLP staff stated that collection agencies are active in promoting the consolidation
program for getting loans out of default because the agencies can obtain full payment
with low overhead cost after receiving only three months of adequate payments. In
fact, CSLP staff estimate that nearly $2 is collected from consolidations for every $1
collected in borrower payments. However, the current method for paying outside
collection agencies for their services inherently offers some incentives for collection
agencies to keep borrowers who pay consistently in repayment as opposed to
consolidation or rehabilitation. CSLP currently pays collection agencies on a
commissionbasis. Collection agenciesreceiveapercentage of all dollarscollected on
default loans. Therefore, collection agencies can make more money when their
collections are higher. Two primary incentives are built into this payment structure:

1) Collection agencies are currently paid commission rates of 15 percent on
borrower payments collected, whereas on consolidations and rehabilitations
commission rates are only between 10 and 11.5 percent.

2) The amount of collection charges assessed on borrower payments is higher
(25 percent annually of the outstanding balance of principal and interest) than
those assessed on rehabilitations and consolidations (18.5 percent of the
outstanding balance).

Therefore, borrowers who are repaying their loans rather than consolidating or
rehabilitating provide more income to collection agencies.  On borrowers in
repayment, collection agencies could conceivably retain their higher commission rate
of 15 percent on a 25 percent collection charge as well as continuously accrue
interest. In contrast, on arehabilitation or consolidation, collection agencies would
earn only a10t011.5 percent commission rate on collection charges of 18.5 percent.
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Although we did not find any instances in which a collection agency had not
attempted to rehabilitate a qualifying account, the incentives built into the payment
structure for outside collectors do put accounts at outside collection agencies at risk.
As aresult, we believe that it isimportant for CSLP to include in collection agency
contractsaclauserequiring coll ection agenciesto notify borrowersof whenthey have
met the requirements for rehabilitation and consolidation. Such a clause would help
to assure both borrowerswith defaulted |oans, and CSL P staff, that accountsassigned
to outside collections are given equal opportunity to rehabilitate their loans. In
addition, such a clause would limit the incentives for collection agencies to alow
borrowers to remain in repayment in order to earn higher commission rates.

The federal regulation is specific with respect to when borrowers become dligible to
apply for rehabilitation of their loans and get those loans out of default status. In
addition to the benefits of lower collection charges, rehabilitation clears the
borrowers' credit reports of the guaranty agency's clam and reduces costs to the
guaranty agency of: 1) performing due diligence activities, 2) paying outside
collectors (i.e., 11 percent as opposed to 15 percent of the amount collected), and
3) paying legal feesfor accounts assigned to litigation (i.e., 11 percent as opposed to
20 percent of the balance collected).

Considering the benefits of rehabilitation to not only the borrower but aso the
guaranty agency, webelievethat CSL P should ensurethat borrowerswhose accounts
are handled by outside collections agencies, aswell aseither internal or externa legal
groups, be notified of the benefits of rehabilitation once they have met the
requirements.

Recommendation No. 6:

The Colorado Student Loan Program should implement measures to ensure that
borrowers whose accounts have been assigned to outside collection agencies or legal
groups will be offered the same opportunity to rehabilitate their loans out of default
as borrowerswhose accounts are serviced by CSLP. These measures should include:

a. Testing methods in a pilot study for notifying borrowers who are paying
through wage garnishment of the benefits of entering into voluntary
repayment so that they can become dligible to rehabilitate their loans.

b. A contractual requirement or other internal method of requiring collection
agenciesto notify borrowerswho have met the requirementsfor rehabilitation
and consolidation.
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Colorado Student L oan Program's Response;

Partially agree. Borrowerswhose accounts are at outside collection agencies
(OCAs) do havethe sameopportunity to consolidate or rehabilitatetheir loans
out of default as borrowers whose accounts are managed at CSLP, and are
encouraged by OCAsto do so. In FY 1998, 57 percent of the dollars collected
by OCAson CSLP sbehalf came from consolidations or rehabilitations. We
project that will increase to 65 percent for FY 1999. Amendments to present
andfuture contractswith OCAsto specify notification requirementsregarding
borrowers' rehabilitation and consolidation eligibility would be difficult to
contractually enforce. To more effectively comply with the intent of the audit
report’s recommendation, CSLP will include al borrowers, whether their
accounts are at CSLP or at OCAs, in its monthly sweeps to determine their
eligibility for rehabilitation or consolidation. CSLPwill then directly notify by
letter all eligibleborrowersof their rehabilitation and/or consolidation options.

It would not be practical or productive to review garnishment accounts to
determine if the borrower would be a good candidate for rehabilitation or
consolidation, since these borrowers have become subject to garnishment
precisely because of their demonstrated inability or unwillingnessto makeand
keep a payment arrangement. They are working and yet for over 180 days
after default havefailed to make and keep a payment arrangement. They have
already had numerous prior opportunities to enter into the consolidation or
rehabilitation programs. Establishing objective criteriafor the suggested pilot
study to determine which of these borrowers is a likely candidate for
consolidation or rehabilitation would be nearly impossible, and subjective
evaluations could be construed as discriminatory. However, borrowers in
garnishment may request the opportunity to make consistent, voluntary,
qualifying payments in order to qualify for consolidation or rehabilitation.

Auditor's Addendum

See Auditor's Addendum for Recommendation Number 5 concerning the
effectiveness of CSLP's process for sweeping borrowers accounts.
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More | ncentives Should Be Offered to
Paying Students

Currently CSLP assesses collection charges at an annual rate of 25 percent of the
outstanding principal and interest due on aloan. When payments are made toward
the balance of theloan, 20 percent of each payment isfirst applied to collection costs.
For example, if aborrower has principal of $10,000 outstanding, and one month of
accrued interest ($74) outstanding, total collection costs assessed on the account
would be $2,519. Asmentioned previoudly, therevision of the regulations governing
student loans in January 1998 substantially changed the manner in which borrower
payments are applied to defaulted loan balances. As aresult of this change, it takes
borrowers substantially longer to pay off the balance of the loan. The chart below
shows how a borrower payment would be applied in the example given above with
outstanding principal and interest of $10,074 and collection charges of $2,519.
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Application of Borrower Payments

Previous Version of the Code of Federal Regulations

VS

Revision to Code of Federal Regulations Effective January 1, 1998

Previous Regulation

(Payment is
Sufficient to Satisfy

Accrued Interest)

Regulation
Effective
January 1, 1998

(Payment is
Sufficient to Satisfy

Accrued Interest)

Regulation Effective
January 1, 1998

(Payment Not
Sufficient to Satisfy
Accrued Interest)

Beginning Principal Balance

Outstanding: $10,000 $10,000 $10,000
Payment Amount: $150 $150 $75
Applied to:
Collection Charges: $0 $30 $15
Interest: $74 $74 $60
Principal: $76 $46 $0
Principal Balance Remaining: $9,924 $9,954 $10,000
Interest Outstanding After
Payment: $0 $0 $14
Interest Accrued in the Month
Following the Payment: $73.41 $73.63 $73.97
Ending Principal and I nterest
Balance: $9,997.41 $10,027.63 $10,087.97

Source: Office of the State Auditor Analysis.

Until all outstanding interest is paid off, borrower payments will not be applied to
principal. As a result of payments being applied first to collection charges, the
principal balance on theloanisnot decreased asrapidly, which resultsin moreinterest
being charged to the borrower over the period of theloan. Inthe example above, the
interest amount will continue to grow at a rate of $75 per month for as long as the
paymentsaretoo small to cover collection charges, interest outstanding, and aportion

of the principal.

Asthe table demonstrates, the current regulation is considerably more punitive than
the previous regulation. Borrowers who are making consistent paymentswill not see
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their loan balances decreasing as rapidly as they would have under the previous
regulation. Although Coloradoisoperating withinthefederal regulations, webelieve
that the CSLP could offer additional incentives to consistently paying borrowers
including: 1) waiving collection charges for those borrowers who enter into a
repayment agreement within 60 days of their loan defaulting, and 2) adopting a
method for assessing collection charges in which borrowers who are consistently
making payments are charged lower collection fees than those who are not making
payments consistently.

Some Guar anty Agencies Offer Incentivesto Borrowers
Who Enter Into Repayment Agreements

According to 34 CFR 682.410(b)(5)(ii)(D), when a guaranty agency pays a default
claim, that agency must notify the borrower of the payment of that claim and give the
borrower 60 daysto either pay theloanin full or enter into a satisfactory repayment
agreement with the agency. During this 60 days, the regulation prohibits guaranty
agencies from assessing any collection charges on accounts.

Of the six guaranty agencies we interviewed, three will not assess collection charges
to borrowerswho enter into repayment within the 60-day timeframe. Theseguaranty
agencies will not assess collection charges on any payments made under that
repayment agreement as long as the borrower does not violate the terms of the
agreement at any time. Once the borrower misses a payment under the repayment
terms, the agencies will then begin assessing collection charges, and will continue to
assess those charges until the loan is paid in full or otherwise taken out of default.

CSLP'scurrent policy isto assess collection charges on any accountsthat are not paid
infull within 60 days from the date the default claimispaid. Although both methods
appear to be allowed under the terms of the current federal regulations, by offering
borrowers the option of entering into repayment without any collection charges,
CSLP would be increasing a borrower's incentives to enter into repayment
immediately and continue repaying his or her loan. Other guaranty agencies also
believe thisis an effective tool for encouraging repayment.

Collection Charges Could Be Assessed In Accordance
With Payment History

Although the U.S. Department of Education does allow guaranty agencies to assess
collection charges at a flat rate to al borrowers in their portfolio, this method for
applying collection charges is not mandated. According to a letter from the U.S.
Department of Education to a defaulted borrower, the Department was originally
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considering establishing a uniform collection cost rate to be applied to al borrowers
throughout the country. However, comments received in response to this origina
proposal stated that "the assessment of auniform rate may not be thefairest approach
to assessing collection costs." Asaresult of these comments, the U.S. Department
of Education did not establish a uniform rate; however, the Department does still
allow guaranty agenciesto apply collection charges using aflat rate.

Theapplication of collection chargesto al borrowersbased on the same rate does not
offer an incentive to borrowers who are making consistent payments to continue
making those payments. Infact, oneborrower stated that the application of collection
chargesin thismanner isadisincentiveto pay, becauseit takes so much longer for the
borrower to pay off the loan.

Asaresult of therevised federal regulation, guaranty agenciesdo not have any choice
but to assess collection charges on defaulted loans. However, guaranty agencies do
have some flexibility in the methods used to assess these charges. One approach that
could be considered would be an aging schedule approach. Using this approach,
CSL P could useitsinformation systemto group accountsinto various categoriessuch
as borrowers making payments every month versus those not making payments for
periods of 60 days, 90 days, and longer than 90 days. Those borrowers making
monthly payments could be assessed collection costs at alower rate than those in the
other categoriesof payment status. Thistype of approach assesses chargesthat more
clearly reflect the actual costs of collecting on particular accounts, since there are
fewer collection activities on accounts with consistent payment records.

We believe that a combined approach is needed. Borrowers who enter into
repayment within 60 days of default could not be assessed collection charges on
payments made under that repayment agreement. Also, an approach that lowers
collection charges for borrowers who are paying consistently could offer greater
incentivesfor borrowersto continue repaying their defaulted loans. Inaddition, since
CSLP has not yet completed its new system for tracking loans, CSLP should
investigate whether the system will be able to perform this type of function
automatically, and if not, CSLP should investigate the costs of having this function
added to its new system.

Recommendation No. 7:

The Colorado Student Loan Program should work to develop incentives to get
borrowers into repayment agreements. These incentives could include:
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a.  Waivingcollection chargesfor individual borrowerswho enter into repayment
agreements within 60 days of payment of the default claim, and maintaining
that waiver for as long as the borrower remains in compliance with the
repayment agreement.

b. Developing an approach to assessing collection charges in which borrowers
who are making consistent payments on their loans are assessed lower
collection chargesthan borrowerswho make paymentslessconsistently. This
method couldinclude using an aging schedul e approach for grouping accounts
into various brackets by payment history and assessing collection charges
accordingly.

Colorado Student L oan Program's Response;

Partially agree. CSLP currently offers al the incentives for payment-in-full,
compromise, rehabilitation, and consolidation that are permitted under federal
law and regulation. CSLP's counsel has determined that federal regulations
requireimposition of collection chargeson all defaulted borrowerswho have
not paid their loans in full within 60 days of their default. Since the interests
of borrowers and taxpayers are best served by: 1) payment in full,
2) compromise settlement (which guarantorsareprohibited by regulationfrom
initiating), or 3) by rehabilitating or consolidating loans out of default as soon
as possible, these are the focus of CSLP s default collection efforts. These
options allow borrowers to avoid al future collection charges. A tiered
approach to collection feeswould benefit only thoserelatively few borrowers
who might be paying consistently but do not qualify or choose to rehabilitate
or consolidate. They can be helped in other ways. Moreover, the necessary
programming changes for a tiered-fee system would add to the cost of
collections for al borrowers, and be subject to frequent revision to reflect
changing federal regulations.

CSL P proposesinstead thefollowing alternative means of assisting consistent
payers who may not qualify for rehabilitation or consolidation through the
Federal Family Education Loan (FFEL) Program which CSLP administers.
Those borrowers whose payments are consistent, but substandard due to
economic hardship, may not qualify for rehabilitation or consolidation through
the FFEL Program. However, to assist these borrowers and achievetheintent
of the audit report’s recommendation, CSLP will facilitate consolidation of
their loans through the Federal Direct Consolidation Loan Program, which
discharges the default, restores eligibility for federal student assistance, and
permits income-contingent repayment on the new Consolidation Loan.




Colorado Student L oan Program, Defaulted Student L oans Performance Review - March 1999

Collection Cost Rate Should Be Reviewed

According to 34 CFR 682.410(b)(2), guaranty agencies are required to charge a
borrower an amount equal to reasonable costs incurred by the agency in collecting a
loan on which the agency has paid a default claim. Reasonable costs can include all
attorneys fees, collection agency charges, internal collection costs, and court costs.
The costs charged must be the lesser of the actual costs incurred by the agency as
calculated in 34 CFR 30.60, or the amount the same borrower would be charged by
the U.S. Department of Education (currently 25 percent).

The Student Loan Program hired a consultant to review its costs and alocate an
appropriate percentage of the indirect costs of its divisions to the cost of collecting
on defaulted loans. With both indirect costs and the direct costs of collecting on
defaulted loans, CSLP found that its costs of collection are 29.5 percent.

Of the other guaranty agencies we spoke with, two had actual collection costs lower
than the U.S. Department of Education rate of 25 percent. One agency reported
actual costs of 21 percent and the other reported costs of 22 percent. Actual costs
of the other four agencies we interviewed ranged from 25 to 32 percent. Colorado's
collection costs are within the range of costs reported by similar guaranty agencies.
However, CSLP staff recognize that it does not benefit the guaranty agency to have
collection coststhat are higher than the federally allowed recovery rate of 25 percent.
As aresult, CSLP staff are setting up a task force to evaluate collection costs and
determine ways to lower the costs of collection.

Our review of the consultant's report and methodol ogy for applying indirect coststo
defaulted loans collection did not revea any problems with the allocation
methodology. However, we would recommend that the task force set up by CSLP
carefully review theindirect costsincluded inits cost rate calculation. Indirect costs
for 1998 represent 31 percent of all costs associated with default collections. The
divisions contributing the majority of expensesto theindirect cost pool include three
data processing divisions, the Records Center, and the Accounting Division.
Combined, these divisions represent 78 percent of al indirect costs. Interviewswith
other guaranty agencies revealed that the agencies included indirect costs ranging
from 10 percent to 30 percent of the costs alocated to default collections. Although
CSLP's indirect costs are not far beyond the range reported by other guaranty
agencies, indirect costs of 31 percent are somewhat high and should be examined.

Although CSLP pays outside collection agencies a maximum of 15 percent to collect
on defaulted student loans, CSL P assesses borrowers collection chargesof 25 percent
on default loans. For 1998 CSLP estimated that its actual cost of collecting on
default loans was about 29.5 percent. Because of the large difference between what
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CSLP paysto outside collection agencies and what CSLP's actual costs of collection
are (15 percent versus 29.5 percent), we believe that CSLP should evaluate its costs
against those of private sector collection agencies.

Formulafor Calculating the Collection Cost Rate
Treats Collections Inconsistently

TheU.S. Department of Education allows guaranty agenciesto retain aportion of the
dollars they collect on each defaulted student loan. For those loans on which
borrowers are making payments, guaranty agencies are allowed to retain 24 percent
of al dollars collected, including principal, interest, and collection charges. On loans
that are rehabilitated or consolidated, the guaranty agency is allowed to collect 18.5
percent of the outstanding balance of principal and interest at the time the loan is
refinanced. All dollarsremaining are reverted to the U.S. Department of Education.

The basic formulafor calculating the collection cost rate is as follows:

Collection Cost Rate= _ Total Costs of Collection
Total Dollars Collected

Although federal regulationsgoverning the calculation of collection chargesarefairly
specific with respect to the types of costs that guaranty agencies can include in the
costs of collection on default loans, the regulation is much more vague with respect
to what types of dollars collected should be included in the formula to arrive at the
cost rate.

Prior toimplementation of therevised Code of Federal Regulations, CSL P considered
several formulasfor calculating the collection cost rate. Although the costs assigned
to collection of default loans remained constant in each formula, the types and
amounts of dollarsincluded in collections changed. Two of the formulas considered
by CSLP are asfollows:

1) Cost Rate = Total Costs of Collection

GrossBorrower Payments+ Retention on Consolidationsand
Rehabilitations + I nterest on Repurchases

2) Cost Rate= Total Costs of Callection

Total Gross Collections
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CSLP ultimately chose to use the first formula shown for calculating its collection
cost rate. By choosing thisformula, CSLP excluded over $8.1 million in dollars that
were collected but not retained on rehabilitationsand consolidations. CSLP included
the following types and amounts of collectionsin its calculation:

Coallections:

Retention on Consolidations of Defaulted Loans $ 1,916,308

Retention on Rehabilitations $ 566,674
All Other Gross Collections $15,351,728
Interest on Repurchases $ 474642
TOTAL $18,309,352

Those dollars classified as "Retention on Consolidations of Defaulted Loans"' and
"Retention on Rehabilitations' represent only theamount that CSL P getsto retain for
the costs of collection when a defaulted loan is consolidated or rehabilitated
(18.5 percent). However, "All Other Gross Collections' represents 100 percent of
al borrower payments received in 1998 rather than merely the retention amount of
24 percent that the Department of Education allows CSLP to keep. As aresult, the
treatment of payments received from borrowers and payments received from athird
party, such as a lender who refinanced a loan, is inconsistent for the purposes of
calculating the collection cost rate.

If CSLP treated all types of collections consistently and included total dollars
collected on rehabilitations and consolidations rather than only the amount retained,
the cost rate would be significantly lower. 1n 1998 the total amount collected would
have been $26.4 million rather than $18.3 million and would result in a cost rate of
20 percent as opposed to 29.5 percent.

CSLP staff stated that they tried to obtain guidance from the U.S. Department of
Education on what collections should be included in calculating the cost rate.
However, the Department did not provide any guidance, and asaresult, CSLP chose
to use previously provided guidance relating to the percentage of various collections
that can be retained by guaranty agencies. The guidance chosen was aletter from the
Department stating that guaranty agencies can keep 24 percent of all collections
received through borrower payments; the remainder of collections made through
borrower paymentsis reverted to the U.S. Department of Education. In this letter,
the Department al so stated that guaranty agencies could not keep any dollarsreceived
through third-party payments (such as payments made by the lender who consolidates
or rehabilitates aloan). However, the letter does state that guaranty agencies are
allowed to assess and retain 18.5 percent for collection charges on al consolidated
and rehabilitated loans. This amount is rolled into the new principal balance of the
refinanced loan. Therefore, guaranty agencies collect atotal of 118.5 percent of the
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total outstanding balance of principa and interest from the lender who financed the
consolidation or rehabilitation. Onall consolidation and rehabilitation loans, the U.S.
Department of Education receives 100 percent of the principal and interest balance
outstanding on the loan and the guaranty agency retains 18.5 percent.

However, because CSLP getsto retain only aportion of al dollars collected, whether
through borrower payments (24 percent) or through third-party payments (18.5
percent), theabove-mentioned guidance doesnot appear tojustify CSLP'streatingthe
two types of collections differently. In other words, the above reasoning does not
support CSLP'scalculating total collectionsbased on including 100 percent of dollars
collected through borrower payments and only including 18.5 percent for payments
received through consolidation or rehabilitation. For consistency purposes, we
believethat CSL P should count all dollars collected (regardless of the source of those
collections). This methodology would be consistent with methodology number two
shown above and is one of the original methods considered by CSLP. This method
is also consistent with that used by three other guaranty agencies we were able to
interview with respect to how they calculated their actual cost rate. These agencies
include gross collections, regardless of the source of those collections.

The methodology that includes total collections, as opposed to merely the amount
retained on sometypesof payments, treats collectionsmost consistently and al so most
accurately represents total dollars collected as payment for defaulted student loans.
Because this methodology is more consistent, and is also the method of choice for
smilar guaranty agencies, we believe that CSLP should adopt this method for
calculating its collection cost rate in the future.

We applaud CSLPinitseffortsto set up atask force composed of lender and school
representatives as well asinternal staff to review the costs associated with collecting
on defaulted student loans and encourage CSLP to continue to look for ways of
lowering costs.

Recommendation No. 8:

The Colorado Student Loan Program should continue to evaluate its costs of
collecting on defaulted loans. This evaluation should include an analysis of the
indirect costs applied to defaulted |oan collections and identify methods for reducing
overall collection costs.
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Colorado Student L oan Program's Response;

Agree. Federal regulationsalready require usto evaluate collection costs and
charges each year. CSLP has created a task force of lender and school
representatives, drawn from the agency’ s Advisory Committee, to assist usin
determining our costs of post-default collection, keeping those costs as low
as possible, and charging the lowest possible collection fees to defaulted
borrowers. Nonetheless, we feel that the collection charges we assess are:
1) in compliance with federal regulations; 2) an accurate reflection of our
actual costs of collection; 3) within the range of industry standards;
4) effective, asintended by Congress and the U.S. Department of Education,
as an incentive to borrowers to get their loans out of default; 5) necessary to
protect the interests of taxpayers who bear the principal liability for defaults
and for shortfalls in recovering collection costs, and 6) at the same time,
neither excessive nor usurious in their intent or application.

Recommendation No. 9:

The Colorado Student Loan Program should begin using a methodology for
calculating its collection cost rate that treats all types of collections consistently. We
believe this method should include gross collections from both borrower payments
and payments made through consolidation and rehabilitation.

Colorado Student L oan Program's Response;

Partialy agree. In conjunction with atask force including school and lender
representativesdrawn from CSLP sAdvisory Committee, CSLPwill evaluate
various methodologies for calculating collection costs and present
recommendations to the U.S. Department of Education, which oversees
guarantor operations, for their consideration. Eval uation of these costsshould
include consideration of the amount necessary to make federal taxpayers
whole with regard to their cost in paying and collecting on default claims.
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